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Chapter 36

The Overhead Myth:
The Limitation of Using
Overheads as a Measure
of Charity Performance

Caroline Riseboro
Trillium Health Partners Foundation

Very few subjects in philanthropy are as contentious as charity “overheads.” In simple terms,
charity overhead can be defined as “the amount of total receipts spent on administration and
fundraising, in contrast to the amount spent delivering services” (Hager, 2001). Donors’ scrutiny
of charity overhead stems from a desire to maximize the amount of their donations directed

to the cause, rather than spent to cover operating or fundraising costs. Charities, in contrast,
see such costs as necessary expenses — to generate future income, pay qualified staff, invest in
technology, and ensure the future sustainability of their organizations.

Low charity overheads are often interpreted as a proxy for effectiveness and efficiency, and
those charities with lower overhead rates are perceived as being better positioned to achieve
their missions. As Caviola (2014: 304) explains, “The overhead ratio might appear important

to many because it can seem to measure the efficiency of the organization: how much of my
money will actually reach the destination?” Government regulators have adopted the notion of
capping a charitable organization’s overhead as a means of promoting charity effectiveness. As
an example, in its fundraising guidance for charities, the Canada Revenue Agency (CRA) states
that, while recognizing the necessity of incurring fundraising expenses, it expects charities to
conduct fundraising within acceptable legal parameters. Those parameters include fundraising
costs no higher than 35% of total revenues, and anything above this amount may trigger further
examination (CRA, 2012).

The Canadian regulatory regime for charitable organizations is not exceptional; other
jurisdictions have also imposed regulations that require charities to disclose financial
information, including administrative and related costs (Phillips, 2013). And while regulating
overhead may at first seem to make sense, it is important in judging the merits of such
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restrictions to understand the intent behind them. As Oonagh Breen (2016: 230) points out,
“In designing any regulatory regime, the first concern must be the nature of the evil the
regime seeks to redress.” The intent behind most government regulation is to deter charities
from the evils of ineffectiveness by ensuring that a sufficient percentage of donated dollars
reaches the cause, with the expectation that this will have a positive effect on the charity’s
overall performance. However, empirical evidence suggests this focus on overhead ratios is not
necessarily beneficial.

This chapter examines the effects of restrictions on overheads and fundraising costs, both formal
and informal, as documented in the research literature. By “formal restrictions” I mean the
regulations imposed by government bodies; “informal restrictions” refer to those created via the
perceptions and preferences of donors and the general public.

Based on evidence that overhead regulations deter sufficient investment in infrastructure and
result in financial misreporting by charities, I argue that the excessive focus on and the formal
or informal capping of overheads has negative and damaging consequences for charities. The
relevance of overhead rates as meaningful measures of charity effectiveness is questioned,
given their inability to account for fundraising and subsector differences. Alternative methods
of improving charities’ performance are explored — ones that move away from restrictions

on overhead but that nonetheless provide donors with relevant information to decide which
organizations are worthy of their financial support.

Underinvestment in Critical
Infrastructure

Various studies have shown that, in an effort to keep overhead ratios low and attract the interest
of donors, charities underinvest in the critical infrastructure they require to be as effective

as possible. Such infrastructure includes technology systems, staff training and development,
competitive compensation, management processes to track and evaluate performance, and other
essential operations. A persistent underinvestment in infrastructure undercuts charities’ ability to
best achieve their missions.

This destabilization has been coined the “nonprofit starvation cycle” (Hager, Pollock, Wing, &
Rooney, 2004; Gregory & Howard, 2009; Lecy & Searing, 2015). In popularizing the concept,
Gregory and Howard (2009) identify a three-step cycle of chronic underfunding that undermines
charities’ overall effectiveness. The first step begins with unrealistic expectations from funders
(i.e. government, foundations, and individual donors) regarding the actual costs associated

with running a productive nonprofit. These unrealistic expectations prompt the second

step: nonprofits bow to the demands of their funders so as to secure much-needed financial
support. In the third step, nonprofits lower their overhead ratios by spending too little on vital
infrastructure while they underreport fundraising and administrative expenses.

There is strong evidence of systematic nonprofit starvation over time. For example, Gregory
and Howard (2009) found that 56% of executive directors (EDs) reported plans to reduce their
organizations’ overhead expenses, even though it meant jeopardizing their ability to achieve their
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charitable missions. Nonprofits concerned about keeping their overhead levels low also hired
unqualified staff because they were able to offer only below-market wages. Key positions were
filled with junior people who lacked relevant training; once they acquired this training, they
would often leave the charity for better-paying employment (Nonprofit Overhead Cost Project,
2004a). The Nonprofit Overhead Cost Project, which included a survey of more than 1,500
charities and a detailed review of tens of thousands of audited financial statements and American
tax data, reports many instances of EDs preparing their organizations’ financial statements
themselves, even though they lacked the necessary skill and qualifications to do so, resulting in
errors and inaccuracies (Wing et al., 2005: 3). Adequate support for technology infrastructure
also suffers; one of the starkest examples comes from a suicide prevention hotline that could
not update its phone system, leaving suicidal callers at risk of getting busy signals (Wing et al.,
2005).

Funders often play an explicit role in dampening spending on infrastructure, particularly when
they don’t allow the recipient charities to designate sufficient funds to cover the costs associated
with administering the grant; meanwhile, downward pressures on overhead force charities to
pay uncompetitive salaries, resulting in a lack of leadership and expertise to deliver on their
missions (Gregory & Howard, 2009: 51).

The decline in overhead spending is a long-term trend, as shown by Lecy and Searing in a
study of US nonprofits from 1985 to 2007. The average reported overheads fell by almost three
percentage points over this period — from 20.9% to 18.3%. The decline held across all subsectors
and all sizes of organizations except the very small and very large. The deep cuts came from
administrative expenses (wages of non-executive staff and professional fees), which were offset
by an increase in fundraising expenses. This long-term trend has been confirmed in a study of
nonprofits in Germany (Schubert & Boenigk, 2019), although there the decline was attributed
to decreased fundraising and material expenditures rather than staff wages and was greater for
nonprofits without government funding, which face greater pressures from a more competitive
environment. Schubert and Boenigk (2019) found that declining overheads are more significant
for large organizations, which they attribute to increased professionalization that makes large
organizations more susceptible to external expectations, and that they skimp on material-related
expenses as staff expenses rise.

In sum, research demonstrates that demands for low overhead result in charities sacrificing vital
infrastructure investment in technology, staff development, and other critical operations even
though doing so negatively affects their missions. If the original goal behind restricting overhead
is to increase the impact of charities on their causes by directing as much of each donation as
possible toward the program, a very different result is being achieved. Most disturbing is the fact
that overhead restrictions, whether imposed by government regulation or the public’s normative
values, have had not just a negative effect — they have perpetuated a starvation cycle where
nonprofits feel pressure to reduce overhead rates to the point of limiting their ability to deliver
on their charitable mission.
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Misreporting of Overhead

Critics of formal regulations on overhead argue that much of the reporting to government
agencies by registered charities is inaccurate and inconsistent — although mainly unintentionally.
Misrepresentation of overhead expenses makes government regulation irrelevant because
inaccurate information eliminates any usefulness for donors in deciding where to best direct
their charitable gifts. It also nullifies governments’ ability to regulate effectively. Evidence would
suggest that these critics are right in their assertions.

In assessing the financial reporting provided by charities, significant errors, both quantitative and
qualitative, are found. The evidence demonstrates that many well-meaning Canadian charities
have been both erratic and erroneous in their reporting of fundraising costs, often significantly
underreporting their expenses (Ayer, Hall, & Vodarek, 2009; Phillips, 2013). Quantitative errors
are frequently the result of a lack of financial acumen and expertise within the charity, coupled
with multiple reporting requirements with no standard definition for reporting certain costs
(Phillips, 2013). Other research has affirmed that errors in reporting are not the result of any
intentional desire to misreport financial data, but as Wing and colleagues (2005) explain, many
of these nonprofits do not have the necessary accounting or financial skills to effectively report
their overhead costs. The Nonprofit Overhead Cost Project documented numerous quantitative
inaccuracies in the data it analyzed from US-based charities’ 990 forms (which most tax-
exempt organizations are required to file with the IRS). It found that 37% of nonprofits with

at least $50,000 in revenue reported zero fundraising costs, while 13% of them claimed zero
management costs, suggesting widespread underreporting in administrative and fundraising
costs, given the high likelihood that these statistics are inaccurate (Nonprofit Overhead Cost
Project, 2004b). In addition to quantitative errors, qualitative errors were often the result of
improper allocation of expenses. Salaries often represent the largest single cost, but many
nonprofits did not report or attribute salary cost, versus overhead expenses, accurately in their
financial statements, leading to imprecise reporting that skewed overhead results (Nonprofit
Overhead Cost Project, 2004c). Reports from the UK suggest similar challenges. Sargeant (2009)
argues that the latitude given to UK charities in how they report on overhead and fundraising
costs in their Charity Commission filings leaves so much room for interpretation that any
resulting data is neither usable nor relevant. The inaccuracy of the reporting is observed in
Sargeant’s survey of fundraising directors at the UK’s 500 top charities, whereby 5% of them
claim zero overhead expenses (2009: 338), clearly an impossibility.

‘While misreporting of overhead costs is often the result of a lack of accounting skills or
inconsistent reporting standards, research also suggests that charities underreport their overhead
expenses because of funders’ unrealistic demands. There is evidence of charities underreporting
fundraising and administrative expenses to perpetuate the appearance of falsely low costs

so as to access funding or be more attractive in competitive funding scenarios (Gregory &
Howard, 2009). Some charitable organizations were found to misrepresent overhead costs by
claiming that 100% of donations were directed to the cause, but in the small print they reveal
that the organization uses contributions from “founding supporters” to cover administration and
fundraising costs (Gregory & Howard, 2009: 51).

The widespread inaccuracies and inconsistencies in overhead reporting reveal the limitations
of those government policies that seek to regulate administrative and fundraising expenses.
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Consistent patterns of overhead misreporting from Canada, the US, and the UK suggest that this
trend is not confined to one nation’s regulations, but rather point to a fundamental flaw with
overhead regulation in general. If most charitable organizations lack the basic capacity to even
report on whether they abided by the regulations, the regulations in effect become powerless
in their ability to enforce compliance. If overhead restrictions perpetuate misreporting and
underreporting because of pressures from funders and government, then policies that cap costs
become immaterial, given that the guidelines do little to promote adherence.

Overhead Ratios Don’t Allow Us to
Compare Charities

Donors often use overhead (and specifically fundraising) ratios as a means of comparing
different charities’ efficiency and effectiveness as they assess how to best direct their
philanthropic dollars. The premise for using ratios to evaluate charities “rests on the idea that,
all things being equal, the donor would prefer that as much of his or her donation as possible
be devoted to program spending, and not diverted to administrative or fundraising spending”
(Tinkelman, 2006: 441). While donors may believe that they are making the best choice in
donating their funds to the charity with the lower overhead ratio, studies have shown that such
ratios are irrelevant in determining whether one is more efficient (the level of inputs used to
produce outputs) or effective (achieving the intended results from the outputs).

A fundamental problem is that overhead measures are calculated as ratios — of administrative
and fundraising to all program expenditures. This means that the ratio can be manipulated

in several ways, making it a poor measure of actual efficiency. One way is to increase the
denominator, which would decrease the ratio, for example by increasing program expenditures,
or what are reported as program expenditures (Coupet & Berrett, 2019). Surely, the intent of
the measure is not to create incentives to increase program expenses regardless of the impact
of such spending; this would merely incentivize inefficiency. Indeed, Coupet and Berrett (2019)
find that overhead ratios actually have a negative correlation with other standard measures of
efficiency. Further, the ability to directly compare charities is compromised by the fact that not
all charities use standardized accounting and reporting systems, making the data inconsistent
(Van Iwaarden, 2009). The measure also ignores inputs other than financial and ignores any
measurement of outputs or actual impacts, limiting its value as a test of effectiveness.

When we consider different fundraising strategies that charities may use to promote revenue
and donor growth, additional problems emerge. These strategies may put upward pressure on
overhead ratios by increasing the numerator but say very little as to whether a charity is more
or less effective. One of the best illustrations of this is when a charity invests in fundraising

to produce the highest net return in order to direct as much money as possible to the cause.
Steinberg (1994: 14) illustrates this point with two scenarios of differing fundraising strategies:

The first budget of $10,000 will produce $50,000 in donations and provide a 500
percent ratio return ($40,000 actual net return). The second budget of $100,000

will produce $200,000, a 200 percent ratio return ($100,000 actual net return). If a
charity wished to maximize the rate of return on its fundraising investment, it would
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choose the first budget: if it cared about maximizing the resources for providing
charitable services, it would choose the second.

The first budget has an overhead rate of 20% and produces net “profits” of $40,000 to the

cause; the second has an overhead rate of 50% and directs net profits of $100,000 to the cause.
Charities with lower overhead rates do not necessarily put more funds toward their causes.
Rather, it may be the contrary. Steinberg’s scenarios suggest lower fundraising overhead comes at
a potential cost — the cost being fewer dollars in absolute terms directed to the charity’s mission.
In fact, many nonprofits do not devote enough resources to fundraising at all levels to maximize
revenues (Okten & Weisbrod, 2000: 271). Hence, direct comparison between charities with
respect to their fundraising and overhead ratios tells us little about how many real donor-dollars
are going to the cause, despite the public perception to the contrary.

A related issue is that overhead ratios are static — a snapshot at a fixed time. The usefulness of
overhead as a means of comparing charities is challenged by how fluctuations in overhead and
fundraising costs affect donors’ likelihood to increase or decrease their donations. Bowman
(20006) concludes that overhead ratios are meaningless for comparing between charitable
organizations. He did, nevertheless, find that changes in overhead are useful when analyzed at
the individual charity level, but only longitudinally, over a period of time.

Donor acquisition often has high short-term costs but long-term payoffs, and when acquiring
new donors, many charities will justify the upfront investment by using a long-term-donor-

value metric. That is, they judge the initial acquisition investment against the value of the donor
over time. For instance, it may cost $500 to acquire a donor in the first year, but the charity

can be guaranteed a total of $2,000 from that donor over their lifetime with the organization.

As Sargeant (2001) points out, in a long-term-donor model, acquisition costs are generally high
and not necessarily offset by donation revenue in the short-term; rather, reasonable returns are
generated over time, driven by an ongoing financial relationship between the donor and the
charity. In long-term-donor-value models, fundraising overhead can be exceptionally high in a
year where acquisition activity is abundant but much lower in years when a charity depends on
the ongoing revenue of previously acquired donors. Such fluctuations in donor-acquisition costs
and associated long-term revenue are not captured in overhead measurement, given that they are
unable to account for future multiyear returns. As such, fundraising models that take longer-term
investment approaches challenge the usefulness of comparing charities’ overhead ratios, given
that these ratios cannot account for what is one of the underpinnings of good fundraising: taking
a long-term approach to developing a financial relationship with donors.

Part of the challenge in using overhead as a proxy for effectiveness is that the public knows very
little about the need for fundraising. Fundraising is what fuels most charities’ ability to deliver
on their missions, but many donors do not understand or respect this (Impact Coalition, 2012:
2). Upward of 85% of donations to all charitable organizations are the result of a fundraising
solicitation (Bekkers, 2011: 931), so when charities reduce their investments in fundraising to
keep overheads low, the direct result is fewer dollars directed toward their missions and less
security in ensuring their long-term financial viability. The public may not realize how central
fundraising is to the health and sustainability of charitable organizations or that static overhead
ratios reveal little about the complexity of fundraising strategies over time. The reality is that
short-term investments for long-term revenue gain can drive up costs — and overhead ratios with
them.

i’ Intersections and Innovations: Change for Canada’s Voluntary and Nonprofit Sector Page 6



Subsector Influences Overhead

The approximately 86,000 charities in Canada represent a wide range of causes and are varied
in their missions and operations. Yet overhead measures attempt to apply a universal metric
without accounting for the distinctiveness of different types of charitable organizations and how
these differences may affect costs.

The nature of the charitable mission may affect overhead levels. In a study of the top 500
charities in the UK, Sargeant (2009) finds a direct relationship between a charity’s overhead

and the nature of the cause it supports. For instance, education charities have lower overhead
ratios when compared to other subsectors, which is consistent with earlier studies that suggest
overhead ratios vary by subsector (Sargeant, 2009: 338). Because it could be easier to raise funds
for commonplace health causes like cancer or diabetes versus a cause like mental illness (which
continues to suffer from stigmatization), overhead levels between such health causes can vary
dramatically. Cancer and diabetes charities could have lower overheads, as donors give readily
to these causes, whereas a mental illness charity has a high overhead rate because of the stigma
and donors’ reluctance to support the cause. Hence, the variation in overhead could have little to
do with the effectiveness of the charities and much to do with the nature of the charitable cause
itself.

In addition to systematic variations in efficiencies of US nonprofits by subsector, Hager (2001)
reports these vary by organizational size and age. In particular, Hager reports that smaller
organizations were the least efficient in their fundraising costs, likely because of their inability
to take advantage of economies of scale, and that overhead costs increase with organizational
age. A study by Abzug (2013) comparing five nonprofit subsectors found significant variations
in financial and overhead reporting between subsectors, indicating that meaningful comparisons
should be done within subsectors.

With findings that consistently reveal that overhead levels fluctuate according to a charity’s
mission, size, and age, a one-size-fits-all approach to discerning where donors should direct their
dollars and the value of formal or informal regulation of overheads seems inappropriate.

Alternatives to Overhead Ratios

While the assumption behind the focus on overhead ratios is that lower overheads indicate more
efficient and effective charities, the evidence indicates that this assertion is incorrect. Overhead
ratios are flawed measures for donors who want to maximize the impact of their donations and
do not facilitate valid comparisons across charities, and regulation of overhead restrictions is not
successful, raising the question as to what alternatives exist to effectively promote and assess
charity efficacy. Four options merit consideration.

The first is to encourage donors, foundations, governments, and the public to adjust their
assumptions and expectations about overhead ratios. We need to ease, or eliminate, unrealistic
pressures on charities to keep their overhead rates as low as possible and instead encourage
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or require organizations to be transparent about the real costs required to operate a successful
nonprofit. Rather than starving charities with very low permissible overheads, funders, including
foundations and governments, would agree to pay a fair level of overhead costs. In addition,
sector advocates argue that a public-education initiative is required to alert current and
prospective donors to the limitations of overhead ratios as a reliable means of judging charity
effectiveness (Pallotta, 2012; Impact Coalition, 2013). Currently, only 5% of people strongly
agree that charities are justified in spending a portion of received donations on fundraising

to guarantee future income (Impact Coalition, 2013: 4). Interpreted another way, this may
suggest that 95% of people would agree that charities should invest no funds in fundraising. A
more realistic understanding of what it takes to run a nonprofit is a starting point for ending
the starvation cycle. Given the importance of public-sector funding for Canadian charities,

the government could play a catalytic role if it were to ease or eliminate current overhead
restrictions, thereby sending a powerful message to the general public about the need to find
alternative means by which to judge charities’ efficacy.

The second option promotes better measurement of the impact of charities on their missions.
“While [overhead] can tell us a lot about a charity’s inputs and outputs, it does not tell us much
about what the charity’s impact is” (Impact Coalition, 2012: 16). In the absence of meaningful
information on how donor dollars are translated into impact, overhead is often used as a default
indicator. Hence, the best way to modify the focus on overhead is to assist charities in reporting
on their outcomes and impacts, or mandate that they must. Interestingly, this recommendation
could also have a positive impact on many charities’ bottom-line incomes, as research has
demonstrated that when donors are presented with information about both overheads and
outcomes, donations are higher to those charities perceived as more effective in achieving their
outcomes. In an experimental study conducted by Caviola (2014), participants were presented
with two fictitious charities: Charity A had an overhead rate of 60% and saved five lives, while
Charity B had an overhead of 5% and saved two lives. When the charities were considered
individually, participants said they would prefer to donate to Charity B, likely because of its low
overhead rate. However, when both charities were presented simultaneously, significantly more
participants were willing to donate to Charity A over B, suggesting that impact (in this case
lives saved) was more important to donors than the overhead rates (Caviola, 2014: 306). This
suggests that the use of overhead ratios does not need to be completely eliminated; rather, they
could provide complementary, more contextualized information for donors and for regulators.
The challenge, of course, is to develop meaningful indicators of impact across diverse charities
to facilitate meaningful comparisons. The measures also require a degree of parsimony — readily
understood - to enable ease of use.

A third option is a somewhat indirect means of addressing the problematic nature of

overhead regulations. It encourages the charitable sector to develop collective capacity to
address government restrictions on administrative costs, particularly given the importance of
governments in financing and regulating charities. Governments’ role in financing the charitable
sector translates into significant power, which could dissuade many individual charities from
speaking out against regulations or against contract and contribution requirements for fear of
losing their funding. Dan Pallotta (2012) goes further to argue that charities need a legal-defence
fund to protect themselves against unjust government policies that inadvertently and negatively
impact them, including fundraising and overhead restrictions. While the idea of a stronger voice
for the charitable sector with government policy-makers has value, and while it may address
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the formal regulations placed on charity overheads, it does not alter the informal regulations
placed on charities through public pressure and the demands of donors to keep costs as low as
possible.

A fourth route is strengthening self-regulation of the sector as a means of improving
organizational practices and enhancing public trust that charities are well run (Phillips, 2012;
2013). In a survey of US donors, 72% say they would have greater trust in a charity’s fundraising
if the charity was accountable to an independent regulatory body (Impact Coalition, 2012: 7).
With the launch of Imagine Canada’s Standards Program in 2012, Canada has built one of the
most rigorous voluntary accreditation systems for charities and nonprofits of any country, aimed
at improving credibility and donor confidence. The central imperatives are to ensure that boards
of directors exercise their oversight responsibilities and promote transparency. Administrative
and fundraising costs are addressed through the requirements that no more is to be spent

on administration and fundraising than is required for effective management and resource
development and that all costs related to fundraising are accurately disclosed. The Standards
Program also puts an onus on boards of directors to approve budgets and ensure there are
processes in place to monitor organizations’ performances in relation to annual budgets;

review actual revenues and expenses against budgets at least twice a year; and review the cost-
effectiveness of fundraising activities. To date, about 250 charities and nonprofits — large and
small, across a number of subsectors — have been accredited.

While government regulation plays an important role in fraud prevention and basic financial
transparency to ensure that charitable resources are spent on charitable purposes, it does little
to advance organizations’ learning and self-improvement. Thus, self-regulation is a valuable
complement that provides a second tier focused on good governance and operational controls;
working together, governments and nonprofits can form a more productive system of co-
regulation (Phillips, 2012: 816). To address both the formal restrictions imposed by legal and
regulatory means and the informal regulations imposed by the public, a likely combination of all
four alternatives will be required.
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Conclusion

More than ever, in an uncertain and rapidly changing environment, charities and nonprofits
need robust infrastructure: to make productive use of technology, to be adaptive in resource
development, to conduct R&D for innovation, and to be competitive in attracting talent. The
evidence demonstrates the negative consequences of focusing excessively on overhead ratios
and shows how doing so contributes to a starvation cycle that suspends critical infrastructure
and growth investments that could improve charities’ ability to deliver on their missions.
Instead, charities bow to demands to keep costs as low as possible. This creates an incentive to
manipulate ratios or under- or misreport financials, making it difficult for donors to distinguish
impactful organizations from merely frugal ones. Because of their focus on a narrow annual
cycle, overhead ratios provide limited information about fundraising investments that may
increase costs and overhead ratios in the short-term but improve charity effectiveness over the
long-term.

Alternative methods hold promise, particularly options that focus on impact reporting and

self- or co-regulation. Impact reporting could provide donors with better information for

making decisions as to which charitable organizations to support, while self- or co-regulation
could build the confidence of government and the public in the charitable sector’s ability to be
accountable and transparent. Nevertheless, these options may not be effective alone and must be
accompanied by initiatives that seek to change the public discourse on charity overhead ratios,
challenging their ability to serve as a proxy for effectiveness. Such initiatives should include

an honest and transparent dialogue about the real costs required to run a successful charity

and a movement to create and finance a sector voice that can advocate against nonsensical or
damaging government regulations with impunity.

Future research on overhead needs to move beyond the popular attempt to define a causal
relationship between overhead rates and donations, and instead focus on more meaningful study
that helps charities, government, and the public find viable options to replace overhead as the
stand-in measurement for effectiveness. One thing is for sure: charity overhead will likely remain
an issue of significant discussion and debate with both donors and government in the near
future.
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